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Dear Stockholder:

ational Health Realty, Inc. is a company that
is “Building with Care”. Six years ago, NHR

and AdamsPlace, the facility on the front
cover, commenced operations. Since 1997, both have
performed well. NHR’s owned asset portfolio has
seasoned while our mortgages receivable have been
repaid on, or ahead of, schedule. As mortgage
repayments occurred, we repaid debt, further
strengthening our balance sheet. AdamsPlace,
currently operating at capacity, is undergoing its first
expansion to its nursing center. “Building with Care”
is a cornerstone of both NHR and AdamsPlace.

Capital and Liquidity

On December 31, 2003, we extended our bank line
of credit one year until December 31, 2004. During
2003, we also reduced total indebtedness to
$47,820,000, a reduction of $31,700,000. As a result,
our debt to capitalization ratio declined to 29.5% at
December 31, 2003 compared to 41.0% a year earlier.
As additional prepayments of mortgage notes occur,
we expect to repay indebtedness.

Earnings

Net income for the year ended December 31, 2003
was $11,845,000 compared to $8,498,000 last year.
For the same period, net income per common share
was $1.24 basic and $1.21 diluted compared to 89
cents basic and 87 cents diluted in 2002. Funds from
operations (FFO) basic and diluted were $1.72 and
$1.68 per share, respectively, compared to $1.52 and
$1.49 per share, respectively, last year. Revenues for
the year were up slightly to $24,955,000 from
$24,773,000 last year. Earnings for the current year
include a $1,149,000 gain on the sale of real estate
while last year’s earnings included realty and loan
losses related to our Indiana properties of $4,020,000.
Excluding these items, income declined $1,822,000 as
a result of the reduction in invested assets.

Dividends

Since our inception December 31, 1997, our
dividend has remained constant at $1.33 per share.
This year, a special dividend of 16 cents per common
share was necessary to cause dividends for the year to
exceed estimated taxable income. We are pleased with
the fact that our cash flow has allowed us to pay these
dividends-even while reducing debt from $79,488,000
to $47,820,000. Although the asset sales and debt
prepayments described above will increase our
dividend payout ratio in 2004, we expect dividends to
remain stable at $1.33 under current conditions.

;oo

W. Andrew Adams, Chairman

Portfolio

We are pleased with the quality and operating
characteristics of our owned assets, which consist of
16 skilled nursing facilities, six assisted living centers
and one retirement center. We will continue to look
for ways to enhance your investment in NHR by
“Building with Care”.

Thank you for your investment in NHR.

Sincerely,

W. Andrew Adams
President, Stockholder




Financial Highlights

(in thousands, except share and per share amounts)

Year Ended December 31 2003 2002 2001 2000 1699
Net revenues ' $ 24955 $ 24773 $ 24651 § 25174 $ 25004
Net income 11,845 8,498 8,877 7,939 8,780
Net income per share

Basic 1.24 .89 93 .83 92

Diluted 1.21 .87 92 .83 91
Mortgages and other investments 44,595 66,562 79,518 84,132 94,336
Real estate properties, net 126,931 138,963 150,036 155,753 150,943
Total assets 182,878 214,941 234,987 243,357 249,094
Long-term debt 47,820 79,488 96,314 100,928 101,619
Total stockholder’s equity 114,242 114,476 118,571 122,422 127,147
Common shares outstanding . 9,590,588 9,570,323 9,570,323 9,570,323 9,588,823
Weighted average common shares

Basic 9,575,546 9,570,323 9,570,323 9,575,959 9,573,119

Diluted 9,757,238 9,770,730 9,697,116 9,592,814 9,605,318

Common dividends declared per share $ 1.49 $ 1.33 $ 1.33 $ 1.33 $ 1.33
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SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-K

(Mark One)
[(X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES EXCHANGE ACT

OF 1934 [NO FEE REQUIRED] For the fiscal year ended December 31, 2003
OR
[ 1] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934 [NO FEE REQUIREDY] For the transition period from to

Commission file number 333-37173
4 4 4 4 y
NATIONAL HEALTH REALTY, INC.
(Exact name of registrant as specified in its charter)
Maryland 52-2059888

(State or other jurisdiction of incorporation or (LR.S. Employer Identification Number)
organization)

100 Vine Street, Suite 1402, Murfreesboro, Tennessee 37130

(Address of principal executive offices)
(Zip Code)

(615) 890-2020
(Company’s telephone number including area code)

Securities registered pursuant to Section 12(b) of the Act:
Same

=3

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports),
and (2) has been subject to such filing requirements for the past 90 days.

Yes _ X No

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not
be contained, to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Part III
of this Form 10-K or any amendment to this Form 10-K. [X]

Indicate by check mark whether the registrant is an accelerated filer. Yes _X  No

The aggregate market value of voting stock held by nonaffiliates of the registrant was $116,223,395 as of June 30, 2003. The
number of shares of Common Stock outstanding as of February 1, 2004 was 9,590,588.
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PART 1
ITEM 1. BUSINESS

General

National Health Realty, Inc. (NHR) is a Maryland corporation formed during 1997 and in operation since January 1, 1998. NHR,
through its subsidiary NHR/OP, L.P. (the Operating Partnership) currently owns 16 licensed skilled nursing facilities, six assisted liv-
ing facilities and one independent living center (the Health Care Facilities). We additionally own first mortgage secured promissory
notes with an outstanding balance of $44.6 million (the Notes). The Health Care Facilities and the Notes were originally acquired on
December 31, 1997 from our then sole owner National HealthCare Corporation (NHC), {formerly National HealthCare L.P). NHR
leases the Healthcare Facilities (the Leases), 14 properties to NHC and nine properties to nine separate Florida corporations. The Leases
covering the Healthcare Facilities are “triple net” leases, meaning the tenant shall pay all charges and expenses in connection with the
leased property throughout the term of the lease. NHR’s revenues are derived primarily from the interest and principal payments on the
Notes and from rent payments, primarily from NHC, under the Leases.

Fifteen of the Notes (representing approximately $30.6 million in principal amount at December 31, 2003 and collateralized with
six nursing facilities) are first mortgage notes due from Florida Convalescent Centers, Inc. or an affiliate (FCC). The six nursing facil-
ities were managed by NHC through July 31, 1999. Since August 1, 1999, the six centers have been leased by FCC to third parties: first
to Integrated Health Services, Inc. (IHS) a publicly owned long term care company which filed for bankruptcy on February 2, 2000 and
since the second quarter of 2002 to Schwartzberg Associates, a private multi-state long-term care company. Approximately $21.9 mil-
lion of second mortgages were prepaid by FCC to NHR on November 2, 2003. Proceeds from the prepayments were used by NHR to
pay down its credit facility. The FCC Notes remaining outstanding bear interest at 10.25% and are due in 2004, primarily in October.
In December 2003, two FCC Notes previously sold at par by NHR to raise cash were repurchased at par for $9,411,000. Proceeds to
purchase the notes were obtained through borrowings from NHC.

The remaining Notes (representing approximately $14.0 million in principal amount at December 31, 2003) are secured by nursing
facilities and separate makers and guarantors. During 2000, we foreclosed on two of the Notes and obtained title to four nursing facil-
ities. One of these facilities was closed and the remaining three were sold effective January 1, 2001 to a third party for the outstanding
balance of the original notes on the four properties at the same rate of interest. The purchaser paid no down payment, and we reported
all current payments as a deposit until November, 2003 when the amount collected became adequate to recognize the sale. The sale
recognition resulted in recording a mortgage note receivable and reporting a gain on sale of real estate of approximately $1.1 million.
In December 2003, one note receivable previously sold at par by NHR to raise cash was repurchased at par for $5,526,000. Proceeds
to purchase the note receivable were obtained through borrowings from NHC.

At our formation, we entered into an Advisory, Administrative Services and Facilities Agreement with NHC pursuant to which NHC
provides us with investment advice, office space and personnel. This agreement also puts certain limitations on our investment oppor-
tunities. See “Investment and Other Policies of NHR” below.

Credit Facility

Our credit facility of $31.2 million was scheduled to mature in December 2003 but was extended for one year. The extended credit
facility matures December 31, 2004 and bears interest at variable rates, currently at the Eurodollar rate plus 2.00% (3.12% at December
31, 2003). In November 2003, approximately $22.0 million of principal was repaid. Proceeds to repay the principal were obtained from
the prepayment of FCC mortgage notes receivable.
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Investment and Other Policies of NHR

General. Our investment objectives are: (i) to provide current income for distribution to stockholders, (ii) to provide the opportunity
for additional returns to investors by participating in any increase in the operating revenues of our leased properties; (iii) to provide the
opportunity to realize capital growth resulting from appreciation, if any, in the value of our portfolio properties, and (iv) to preserve and
protect stockholder’s capital. We can offer no assurance that these objectives will be realized.

Advisory Agreement. We have contracted for our management with NHC. The NHR Advisory Agreement provides that we will not,
without the prior approval of NHI, be actively or passively engaged in the pursuit of additional investment opportunities until the ear-
lier of the termination of the Advisory Agreement or such time as NHC is no longer actively engaged as investment advisor to NHL
For its services, NHC is entitled to annual compensation of the greater of 2% of our gross consolidated revenues or the actual expense
incurred by NHC. The actual amount paid to NHC in 2003 was $476,000. Either party may terminate the Advisory Agreement on 90
days notice.

Objective, Policies and Competitive Restrictions. We were organized to own the Healthcare Facilities and Notes. Because of the
competitive restrictions contained in the Advisory Agreement, we do not currently intend to seek further health care-related investment
opportunities or to provide lease or mortgage financing for such investments. We expect to continue to engage in transactions with
NHC, but do not anticipate purchasing from, leasing to or financing other operations. Subject to the Advisory Agreement, the Board of
Directors may alter our investment policies if they determine that such a change is in the best interests of the Company and our stock-
holders. The methods of implementing our investment policies may vary as new investment and financing techniques are developed or
for other reasons.

NHC Master Agreement to Lease

The Master Agreement to Lease (the “Master Agreement”) with NHC regarding the Health Care Facilities sets forth terms and
conditions applicable to all leases entered into by and between NHC and the Company (the “Leases”). The Leases are for an initial term
expiring on December 31, 2007 with two five year renewal options at the election of NHC which allow for the renewal of the leases
on an “all or nothing” basis. During the initial term and the first and second renewal terms (if applicable), NHC is obligated to pay
annual base rent plus additional percentage rent on a quarterly basis. NHR recognized $1,128,000 of percentage rent from NHC during
2003.

The Master Agreement is a “triple net lease”, under which NHC is responsible to pay all taxes, utilities, insurance premium costs,
repairs (including structural portions of the buildings, and other charges relating to the ownership and operation of the Health Care
Facilities). NHC is also obligated to indemnify and hold harmless NHR from all claims resulting from the use and occupancy of each
Health Care Facility by NHC or persons claiming under NHC and related activities, as well as to indemnify us against all costs related
to any release, discovery, cleanup and removal of hazardous substances or materials or other environmental responsibility with respect
to the Health Care Facilities.

During 2000, NHC terminated, with our consent, the individual healthcare facility leases on nine healthcare facilities in Florida. We
then re-leased these nine healthcare centers to separate Florida corporations not owned or controlled by NHC. NHC’s obligations to us
on these properties remain in full force and effect, even though operational control has been transferred. Since October 1, 2000, the nine
separate Florida corporations have made all required lease payments to NHR, and NHC has not been required to make any lease pay-
ments with respect to those nine healthcare centers.

Indiana Properties

During 2000, we obtained title by foreclosure to four properties on which we previously had mortgage notes receivable. We imme-
diately entered into new leases for three of the facilities, but the fourth facility was closed. Effective January 1, 2001 the three facili-
ties were sold to Health Services Management of Indiana, LLC (HSMI). The principal officer of the entity that currently owns the three
properties was also the principal officer of the company which owned the properties prior to the foreclosure.

We accounted for the sale of the three facilities under the deposit method in accordance with the provisions of Statement of Financial
Accounting Standards (“SFAS”) No. 66. Consistent with the deposit method, we initially did not record the sale of the assets and con-
tinued to record depreciation expense each period. Any cash received from the buyer (which totaled $3,092,000 as of October 31, 2003)
was reported as a deposit on real estate properties sold awaiting the time the down payment and continuing investment criteria of SFAS
66 were met.

Effective November 1, 2003, the criteria of SFAS 66 were met. Therefore, the sale of the real estate properties was recorded result-
ing in a gain on sale of real estate of approximately $1,149,000. The sale of the assets resulted in recording mortgage notes receivable
of approximately $3,740,000.
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Advisory Agreement

At our inception we entered into an agreement with NHC as “Advisor” under which NHC provides management and advisory serv-
ices to us during the term of the Advisory Agreement. We believe the Advisory Agreement benefits us by providing us access to NHC’s
extensive experience in the ownership and management of long-term care facilities and retirement centers. Under the Advisory
Agreement, we engaged NHC 1o use its best efforts (a) to present to us a continuing and suitable investment program consistent with
our investment policies adopted by the Board of Directors from time to time; (b) to manage our day-to-day affairs and operations; and
(c) to provide administrative services and facilities appropriate for such management. In performing its obligations under the Advisory
Agreement, NHC is subject to the supervision of and policies established by our Board of Directors.

The Advisory Agreement is for a stated term which expired December 31, 2003 and thereafter from year to year unless earlier ter-
minated. Either party may terminate the Advisory Agreement at any time on 90 days written notice, and we may terminate the Advisory
Agreement for cause at any time. For its services under the Advisory Agreement, the Advisor is entitled to annual compensation of the
greater of 2% of NHR’s gross consolidated revenues or the actual expense incurred by NHC. The actual amounts paid to NHC in 2003,
2002 and 2001 were $476,000, $493,000 and $504,000, respectively.

Pursuant to the Advisory Agreement, NHC manages our day-to-day affairs and provides all such services through its personnel. The
Advisory Agreement provides that without regard to the amount of compensation received by NHC under the Advisory Agreement,
NHC shall pay all expenses in performing its obligations including the employment expenses of the officers and directors and person-
nel of NHC providing services to us. The Advisory Agreement further provides that we shall pay the expenses incurred with respect to
and allocable to the prudent operation and business of NHR including any fees, salaries, and other employment costs, taxes and
expenses paid to our directors, officers and employees who are not also employees of NHC. Currently, other than the directors who are
not employees of NHC, we do not have any officers or employees who are not also employees of NHC. Of our executive officers, Mr.
W. Andrew Adams, Mr. Robert G. Adams, Ms. Charlotte A. Swafford and Mr. Donald K. Daniel are employees of NHC; Mr. LaRoche
was an employee until his retirement from management responsibilities in May 2002, but remains a corporate officer for us. All of their
renumeration and employment costs are paid by NHC, although a portion may be allocated for their services to NHR.

Federal Income Tax

We believe that we have operated our business so as to qualify as a REIT under Sections 856 through 860 of the Internal Revenue
Code of 1986, as amended (the Code) and we intend to continue to operate in such a manner. REITS are subject to highly complex rules
governing ownership and relationships with tenants which can be inadvertently transgressed; thus no assurance can be given that we
will be able to qualify at all times. If we qualify as a REIT, we will generally not be subject to federal corporate income taxes on our
net income that is currently distributed to our stockholders. This treatment substantially eliminates the “double taxation” (at the corpo-
rate and stockholder levels) that typically applies to corporate dividends.
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ITEM 2. PROPERTIES

Healthcare Facilities

The following table includes certain information regarding Healthcare Facilities which are owned and leased:

Net Book Base
No. of Value at Annual
Name of Facility Location Beds Dec. 31, 2003 Rent (M
Long-Term Care Centers
The Aristocrat Naples, FL. 60 $4,178,371 $ 96,000
NHC HealthCare Clinton, SC 131 2,475,364 690,991
The Health Center at Coconut Creek Coconut Creek, FL 120 8,102,019 775,000
The Health Center of Daytona Beach Daytona Beach, FL 60 4,786,970 380,000
NHC HealthCare Farragut, TN 60 6,602,641 669,414
NHC HealthCare, Garden City Murrells Inlet, SC 88 4,051,592 670,928
NHC HealthCare Greenville, SC 176 3,689,718 1,239,689
NHC HealthCare Lexington, SC 120 4,889,169 867,828
NHC HealthCare Mauldin, SC 120 6,251,461 524,005
AdamsPlace Murfreesboro, TN 60 4,376,035 564,755
The Imperial Health Care Center Naples, FL 113 4,781,619 570,000
NHC HealthCare North Augusta, SC 132 3,524,174 1,081,625
The Health Center of Windermere Orlando, FL 120 6,145,039 535,000
NHC HealthCare, Parklane Columbia, SC 120 5,910,194 787,808
Charlotte Harbor Health Care Center Port Charlotte, FL 180 6,350,271 1,010,000
NHC HealthCare West Plains, MO 120 2,687,809 669,901
Assisted Living Facilities
The Place at Vero Beach Vero Beach, FL 84 7,920,125 1,187,000
NHC Place/Anniston Anniston, AL 68 3,966,795 344,147
AdamsPlace Murfreesboro, TN 84 4,618,174 56,349
The Place at Merritt Island Merritt Island, FL 84 5,811,715 765,000
The Place at Stuart Stuart, FL 84 5,178,197 751,000
NHC Place/Farragut Farragut, TN 84 6,770,061 225,965
Retirement Center
AdamsPlace Murfreesboro, TN 58 13,863,743 1,497,540

() Additional rent equal to three percent (3%) of the increase in gross revenues (calculated on a quarterly basis) of the HealthCare
Facilities commenced in 2000. All leases are triple net leases.

Mortgage Notes. Currently we own approximately 23 mortgage notes representing approximately $44.6 million loaned to the own-
ers of approximately 11 nursing homes. The loans were utilized by the initial owners to acquire land, then construct and equip the nurs-
ing homes or to provide working capital. The mortgage notes are secured by mortgages on each of the facilities. Certain of our mort-
gage notes (representing approximately $30.6 million of the principal amount) are due from FCC or affiliates. The FCC notes bear inter-
est at 10.25% and are due in 2004. The balance of the mortgage notes are secured by separate makers, guarantors and properties.

Effective December 31, 2002, we sold to NHI at par three mortgage notes receivable secured by three long-term health care facili-
ties in Florida. We received cash in the amount of $15,717,000. NHR maintained the right to repurchase the notes at par after July 1,
2003 and NHI maintained the right to resell the notes to NHR at par beginning January 2, 2004 or require us to make the debt service
payments required under the notes. As a result of the repurchase and put options, consistent with the provisions of Statement of
Financial Accounting Standards No. 140 “Accounting for Transfers and Servicing of Financial Assets and Extinguishment of
Liabilities” (SFAS 140), we accounted for the sale of the notes receivable to NHI as a borrowing from NHI rather than a sale of the
notes. Effective December 31, 2003, NHR exercised its right to repurchase at par the notes from NHI for approximately $14,937,000.
Consequently, the borrowing from NHI is not recognized on our consolidated balance sheet as of December 31, 2003.
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ITEM 3. LEGAL PROCEEDINGS

We are not subject to any significant pending litigation. The HealthCare Facilities are subject to claims and lawsuits in the ordinary
course of business. Our lessees and mortgagees have indemnified us against all liabilities arising from the operation of the Health Care
Facilities, and also indemnify us against environmental or title problems affecting the real estate underlying such facilities. While there
are lawsuits pending against certain of the mortgagees and/or lessees of the Health Care Facilities, management believes that the ulti-
mate resolution of all pending proceedings will have no material adverse effect on us or our operations.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

The annual meeting of the shareholders was held on April 24, 2003, and the results were included in the March 31, 2003, Form
10-Q filed with the SEC on May 7, 2003. '

PART I

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED STOCKHOLDER MATTERS

In order to qualify for the beneficial tax treatment accorded to a REIT, we must make quarterly distributions to holders of our
Common Stock equal on an annual basis to at least 90% of our REIT taxable income (excluding net capital gains), as defined in the
Code. Cash available for distribution to our stockholders is primarily derived from interest payments received on its mortgages and from
rental payments received under our leases. All distributions will be made by us at the discretion of the Board of Directors and will
depend on our cash flow and earnings, our financial condition, bank covenants and such other factors as the Board of Directors deems
relevant. Our REIT taxable income is calculated without reference to our cash flow. Therefore, under certain circumstances, we may
not have received cash sufficient to pay our required distributions.

The shares are listed on the American Stock Exchange (AMEX) under the symbol “NHR”. On February 11, 2004 the last reported
sale price for the Common Stock on the AMEX was $20.40. As of December 31, 2003 we had approximately 4,344 shareholders, of
which approximately 1,844 are holders of record with the balance indicated by security listing positions.

High and low stock prices and dividends for 2003 and 2002 were:

2003 2002
Cash Cash
Sales Price Dividends Sales Price Dividends
Quarter Ended High Low Declared High Low Declared
March 31 $ 15.050 $ 13.320 $ 3325 $ 17.250 $ 14.900 $ 3325
June 30 16.180 13.320 3325 19.300 16.050 3325
September 30 18.180 14.360 3325 19.250 11.750 3325
December 31 20.040 14.950 4925 16.120 13.500 3325
ITEM 6. SELECTED FINANCIAL DATA
(in thousands, except share amounts)
Year Ended December 31 2003 2002 2001 2000 1999
Net revenues $ 24955 $ 24,773 $ 24,651 $ 25174 $ 25,004
Net income 11,845 8,498 8,877 7,939 8,780
Net income per share
Basic 1.24 .89 93 .83 92
Diluted 1.21 .87 92 .83 91
Mortgages & other investments 44,595 65,562 79,518 84,132 94,336
Real estate properties, net 126,931 138,963 150,036 155,753 150,943
Total assets 182,878 214,941 234,987 243,357 249,094
Long term debt 47,820 - 79,488 96,314 100,928 101,619
Total stockholders’ equity 114,242 114,476 118,571 122,422 127,147
Common shares outstanding 9,590,588 9,570,323 9,570,323 9,570,323 9,588,823
Weighted average common shares
Basic 9,575,546 9,570,323 9,570,323 9,575,959 9,573,119
Diluted 9,757,238 9,770,730 9,697,116 9,592,814 9,605,318
Common dividends declared per share $ 1.49 $ 1.33 $ 1.33 $ 1.33 $ 1.33
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

OVERVIEW

National Health Realty, Inc. (NHR or the Company) is a real estate investment trust (REIT) that began operations on January 1, 1998.
Currently NHR, through its subsidiary NHR/OP, L.P. (the Operating Partnership), owns the real estate of 23 health care facilities,
including 16 licensed skilled nursing facilities, six assisted living facilities and one independent living center (the Health Care
Facilities), and owns 23 first promissory notes with principal balances totaling $44,595,000 (the Notes) at December 31, 2003 and
secured by the real property of health care facilities.

Competitive Restrictions

‘We have an advisory services agreement with National HealthCare Corporation (NHC) pursuant to which NHC will provide us with
investment advice, office space and personnel. NHC owns or manages 76 long-term care health care facilities with 9,332 beds in 11
states. NHC is the primary tenant of ten licensed skilled nursing facilities, six assisted living facilities and one independent living cen-
ter owned by NHR. The advisory services agreement provides that prior to the earlier to occur of (i) the termination of the advisory
agreement for any reason or (ii) NHC ceasing to be actively engaged as the investment advisor for National Health Investors, Inc.
(NHI), we will not (without the prior approval of NHI) transact real estate leasing or financing business with any party, person, com-
pany or firm other than NHC. It is the intent of the foregoing restriction that we will not be actively or passively engaged in the pursuit
of additional investment opportunities, but rather we will focus upon our capacities as landlord and note holder of those certain assets
conveyed to us by NHC’s predecessor.

Areas of Focus

In November 2003, we received a prepayment of approximately $22 million on our 10.25% notes receivable from FCC. We used
the proceeds to reduce our bank credit facility which bore interest at 3.17% at December 31, 2003. Our cash flow was reduced by the
approximate 7% spread in these interest rates. This reduction in cash flow will be offset in part by our December 31, 2003 purchase of
approximately $15 million of notes receivable which eamn an average rate of 8.68%. We borrowed funds at approximately 4.00% to pur-
chase the $15 million of notes receivable.

Furtherinore, the majority of our $31 million of 10.25% notes receivable from FCC mature on October 31, 2004 and may be pre-
paid without penalty before that date. If and when these notes receivable are paid, the proceeds will be applied to our $31 million line
of credit which currently matures on December 31, 2004 and to the $15 million note payable mentioned in the previous paragraph. Our
cash flows would again be reduced by the spread between the yield on the mortgages receivable and the cost of debt. However, no div-
idend reductions are expected in the near future.

ACCOUNTING ESTIMATES

The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires us
to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and lia-
bilities at the date of the financial statements and the reported amounts of revenues and expenses during the reporting period. Actual
results could differ from those estimates and cause our reported net income to vary significantly from period to period.

Our significant accounting policies and the associated estimates and the issues which impact these estimates are as follows:
Revenue Recognition - Mortgage Interest and Rental Income

We collect interest and rent from our customers. Generally our policy is to recognize revenues on an accrual basis as earned.
However, we may in the future determine that, based on insufficient historical collections and the lack of expected future collections,
revenue for interest or rent is not realizable. For any such nonperforming investments, our policy is to recognize interest or rental
income only in the period when payments are received. If conclusions as to the realizibility of revenue change, our revenues could vary
significantly from period to period.

Valuations of and Impairments to Our Investments

Since the passage of the Balanced Budget Act of 1997 affecting SNFs January 1999, the long-term care industry has experienced
material reductions in government and private insurance reimbursement. Some legislative relief was granted in 2000 and 2001 as a
result of the Balanced Budget Refinement Act of 1999, but some of those add-on provisions expired October 1, 2002 materially reduc-
ing reimbursement. Effective October 1, 2003, the Centers for Medicare and Medicaid Services (CMS) increased reimbursement for
Medicare Part A by 3.26% in addition to the annual inflationary increase of 3%. No material changes to reimbursement are expected
until CMS refines the current RUG III case-mix methodology. The long-term health care industry has also experienced a dramatic
increase in professional liability claims and in the cost of insurance to cover such claims. These factors have combined to cause a num-
ber of bankruptcy filings, bankruptcy court rulings and court judgments about refinancing which have affected some of our lessees and
mortgagees.
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Decisions about valuations and impairments of our investments require significant judgements and estimates on the part of man-
agement. We monitor the liquidity and credit worthiness of our tenants and borrowers on an on-going basis. For real estate properties,
the need to recognize an impairment is evaluated on a property by property basis in accordance with Statement of Financial Accounting
Standards No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets” (SFAS 144). Recognition of an impairment is
based upon estimated future cash flows from a property compared to the carrying value of the property. For notes receivable, impair-
ment recognition is based upon an evaluation of the estimated collectibility of loan payments on a specific loan basis in accordance with
Statement of Financial Accounting Standards No. 114, “Accounting by Creditors for Impairment of a Loan - An Amendment of FASB
Statements No. 5 and 15”. While we believe that the carrying amounts of our properties and notes receivable are realizable, it is possi-
ble that future events could require us to make significant adjustments or revisions to these estimates.

REIT Status and Taxes

We believe that we have operated our business so as to qualify as a REIT under Sections 856 through 860 of the Internal Revenue
Code of 1986, as amended (the “Code”) and we intend to continue to operate in such a manner, but no assurance can be given that we
will be able to qualify at all times. If we qualify as a REIT, we will generally not be subject to federal corporate income taxes on our
net income that is currently distributed to its stockholders. This treatment substantially eliminates the “double taxation” (at the corpo-
rate and stockholder levels) that typically applies to corporate dividends. Our failure to continue to qualify under the applicable REIT
qualification rules and regulations would cause us to owe state and federal income taxes and would have a material adverse impact on
our financial position, results of operations and cash flows.

CAPITAL RESOURCES AND LIQUIDITY

At year end, our debt as a percentage of total liabilities and capital was 29.5%. This debt of $47,820,000 includes our credit facility
debt with a principal amount of $31,175,000 and a promissory note payable to NHC with a principal amount of $14,922,000. The credit
facility bears interest at variable rates, currently at the Eurodollar rate plus 2.0% (3.12% at December 31, 2003). The promissory note
bears interest at the 30 day LIBOR plus 2.25% with a floor of 4.00%. The $31 million credit facility matures December 31, 2004 and
the $15 million promissory note matures December 31, 2005.

In order to address the December 31, 2004 maturity of our $31 million credit facility, we plan to obtain proceeds from note receiv-
able maturities due us (see FCC Notes below), from the refinancing of certain assets through first mortgage notes with community
banks, and from refinancing with our existing lenders. Although we believe that we will be successful in refinancing our obligations,
no assurance can be given in this regard. Our cash flows from operating activities will not be adequate to meet these entire obligations.
The inability to obtain adequate refinancing prior to December 31, 2004 would have a material adverse effect on our financial position,
results of operation and cash flows.

Leases

We lease our 23 health care facilities to various lessees: 14 properties are leased to NHC, and nine properties that were previously
leased to NHC are leased to nine separate lessees not related to NHC. With respect to these nine properties, NHC remains obligated
under its master lease agreement and continues to remain obligated to make the lease payments to us. Lease payments made to us from
the new lessees are credited against NHC’s overall rent obligation. At December 31, 2003, all payments are current. Our leases with
NHC have initial ten year terms with provisions for two five year renewal terms at the same terms as the original lease. Our leases with
the nine separate lessees have initial five year terms with provisions for two five year renewal terms for which the base lease payments
must be negotiated on each renewal.

Transfer of Notes Receivable to NHI

Effective December 31, 2002, we sold at par three mortgage notes receivable for $15,717,000 to NHI. We received cash from NHI
equal to our carrying amount. As the result of the repurchase and put options included in the sale agreement, consistent with the provi-
sions of Statement of Financial Accounting Standards No. 140, “Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities” (SFAS 140), we accounted for the transfer of notes receivable to NHI as a borrowing from NHI rather
than as a sale of the notes. Effective December 31, 2003, NHR exercised its right to repurchase the notes at par for approximately
$14,937,000 from NHI. Consequently, the borrowing from NHI is not recognized on our consolidated balance sheet as of December
31, 2003. The notes bear interest at a blended floating rate which was 8.68% on December 31, 2003. Funds to purchase the notes were
borrowed from NHC at a floating rate with a floor of 4.00%. The rate was 4.00% on December 31, 2003.

FCC Notes

Of the $45,595,000 of mortgage and other notes receivable recorded on our balance sheet at December 31, 2003, $30,628,000 is due
from Florida Convalescent Centers, Inc. (FCC) of Sarasota, Florida. The FCC notes bear interest at 10.25% and substantially all of the
notes mature October 31, 2004, Approximately $21,982,000 of FCC notes were prepaid November 2, 2003. The proceeds of the pre-
payments were used to pay down our credit facility. The balance of the FCC notes may be prepaid without penalty. If repayment occurs,
our existing line of credit requires the repayments to be used to reduce our bank debt. In the event that we use any prepayments to pay
down existing debt, a reduction of our cash flow will result. However, no dividend reductions are expected in the near future.
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Effective July 31, 1999, the FCC centers securing the FCC notes were leased to Integrated Health Systems, Inc. (IHS), which filed
for bankruptcy protection on February 2, 2000. Pursuant to court order, the IHS lease was terminated and the FCC centers re-leased to
Schwartzberg Associates, a private multi-state long-term care company, during the second quarter of 2002. The ability of FCC to serv-
ice the mortgage notes held by us is dependent on Schwartzberg Associates’ ability to make its lease payments to FCC or upon FCC’s
ability to refinance the notes payable to us upon maturity. Our payments from FCC are current as of December 31, 2003.

HSMI Sale

Effective January 1, 2001, we sold all of the real estate and equipment of the three long-term health care centers under lease to the
lessee, Health Services Management of Indiana, LLC (HSMI). Consideration for the sale and assumption of the $1,630,000 first mort-
gage and the properties is in the form of new mortgage notes in the total amount of $12,029,000. We accounted for this transaction
under the deposit method in accordance with the provisions of Statement of Financial Accounting Standards No. 66, “Accounting for
Sales of Real Estate” (SFAS 66). Consistent with the deposit method, we did not initially record the sale of the assets and we contin-
ued to record depreciation expense related to the assets. Cash received from the buyer (which since the sale totaled $3,092,000 as of
October 31, 2003) was reported as a deposit on real estate properties sold until the period in which the down payment and continuing
investment criteria of SFAS 66 were met, at which time we would account for the sale under the full accrual method.

During 2002, we concluded that based on our impairment analysis in accordance with Statement of Accounting Standards No. 144,
“Accounting for the Impairment or Disposal of Long-Lived Assets” (SFAS 144) and based on certain 2002 events, these real estate
properties required write-downs in the amount of $4,288,000. As such, write-downs of $1,000,000 and $3,288,000 were recorded dur-
ing the first and fourth quarters of 2002, respectively.

Effective November 1, 2003, the initial and continuing investment criteria of SFAS 66 were met. Therefore, the sale of the real estate
properties was recorded resulting in a gain on the sale of real estate of approximately $1,149,000. The sale of the assets resulted in
recording a mortgage notes receivable of approximately $3,740,000.

Sources and Uses of Funds

Our leasing and mortgage services generated net cash from operating activities during 2003 in the amount of $19,083,000 compared
to $20,799,000 in the prior period. Net cash from operating activities generally includes net income plus non-cash expenses, such as
depreciation and amortization and provisions for realty and loan losses, if any, and non-cash gains on sales of real estate, if any, and
working capital changes. The year to year decrease is due primarily to reduced mortgage interest income and increased interest expense.

Our investing activities provided $26,004,000 of cash flows in 2003 compared to $12,065,000 in 2002. Collections and sales of mort-
gage notes receivable totaled $24,707,000 in 2003 compared to $14,224,000 in 2002. Included in these collections are $21,982,000 of
prepayments of mortgage notes receivable in 2003 compared to prepayment of $10,737,000 in 2002.

Deposits on real estate properties sold provided $1,270,000 of cash flow this year compared to $1,324,000 in the prior year. Cash
flows used in investing activities during 2002 include an investment in marketable securities of $3,483,000 compared to no investment
in marketable securities in the current year.

Net cash used in financing activities totaled $45,801,000 in 2003 compared to $31,604,000 in 2002. Cash flows provided from bor-
rowings included $14,922,000 (from NHC) in 2003 compared to $15,717,000 (from NHI) in 2002. Cash flows from the sale of com-
mon stock were $212,000 in 2003 and none in 2002.

Payments on debt were $46,590,000 in 2003 compared to $32,543,000 of payments on debt last year. Cash flows used in financing
activities included $12,730,000 to pay dividends to stockholders ($12,728,000 last year), $1,615,000 to pay cash distributions to minor-
ity partners of our operating partnership ($1,618,000 last year), and $432,000 to payment of financing costs in the prior year (none in
the current year).

Commitments

We intend to pay quarterly distributions to our stockholders in an amount at least sufficient to satisfy the distribution requirements
of a real estate investment trust. Such requirements necessitate that at least 90% of our taxable income be distributed annually. The pri-
mary source for distributions will be rental and interest income we earn on the real property and mortgage notes receivable. Regular
dividends in the amount of $1.33 and a special dividend in the amount of $.16 were declared for payment during 2003.

During the fourth quarter of 2001, NHC, as the holder of certain promissory notes made by National Health Corporation and previ-
ously guaranteed in part by us, released our guarantee. Therefore, there is no longer any potential liability on our part for any default
by National or NHC on any of their outstanding debt.

Our contractual cash obligations for periods subsequent to December 31, 2003 are as follows:

Less Than After
(in thousands) Total One Year 2-3 Years 4-5 Years 5 Years
Long-term debt $ 47,820 $ 32,036 $ 15,784 $ — $ —
Total Contractual Cash Obligations $ 47,820 $ 32,036 $ 15,784 3 —_ $ —

We expect that current cash on hand, marketable securities, short-term notes receivable, operating cash flows, and as needed, our
borrowing capacity will be adequate to finance our operating and financing requirements for 2004 and 2005.
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RESULTS OF OPERATIONS
Year Ended December 31, 2003 Compared to the Year Ended December 31, 2002

Net income for the year ended December 31, 2003 is $11,845,000 versus $8,498,000 for the same period in 2002, an increase of
39.4%. Diluted earnings per common share increased 34 cents or 39.1% to $1.21 in the 2003 period from 87 cents in the 2002 period.

Total revenues for the year ended December 31, 2003 increased $182,000 or .7% to $24,955,000 from $24,773,000 for the year
ended December 31, 2002. Revenues from rental income increased $266,000 or 1.6% when compared to the same period in 2002.
Revenues from mortgage interest decreased $1,456,000 or 18.8% in 2003 as compared to the same period in 2002, Gain on sale of real
estate increased $1,149,000.

The increase in rental income is due primarily to the recognition of $324,000 of additional percentage rent. Percentage rent is cal-
culated as 3% of the amount by which gross revenues of each leased health care facility in each quarter of each year after 1999 exceed
the gross revenues of such health care facility in the applicable quarter of 1999.

The decrease in mortgage interest income is the result of lower balances of notes receivable. We received prepayments on mortgages
receivable totaling $21,982,000 in November 2003 and totaling $10,737,000 in December 2002. Mortgage interest income decreased
also because of reductions in the principal of the mortgage notes receivable due to regular monthly amortization. The gain on sale of
real estate is the result of recording the sale of Indiana properties effective November 1, 2003.

Total expenses for the year ended December 31, 2003 decreased $3,587,000 or 23.6% to $11,612,000 from $15,199,000 for the year
ended December 31, 2002. Interest expense increased $668,000 or 20.1% in 2003 as compared to the 2002 period. Depreciation of real
estate decreased $463,000 or 6.8%. General and administrative costs increased $17,000 or 2.1%. Realty and loan losses, $0 in the cur-
rent year, were $4,020,000 in the prior year.

Interest expense increased due primarily to the recognition of interest expense on a $14,937.000 obligation to NHI which started in
December 2002, offset by reduced interest expenses on the credit facility. The reduced interest on the credit facility was caused by pay-
downs in December 2002 and December 2003 in the amounts of $25 million and $22 million, respectively. The reduction of interest on
the credit facility was offset in part due to an increased rate effective January 1, 2002.

During 2002, we concluded that based on our Statement of Accounting Standards No. 144, “Accounting for the Impairment or
Disposal of Long-Lived Assets” (SFAS 144) impairment analysis and on certain events, certain real estate properties required write-
downs in the net book value of $4,288,000. Write-downs of $1,000,000 and $3,288,000 were recorded during the first and fourth quar-
ters of 2002, respectively. It is possible that additional events could occur that, if adverse to NHR, would indicate a further impairment
of the net carrying amount of these real estate properties. If such adverse events occur, we will record additional losses in the period
the events occur or become known.

Year Ended December 31, 2002 Compared to the Year Ended December 31, 2001

Net income for the year ended December 31, 2002 is $8,498,000 versus $8,877,000 for the same period in 2001, a decrease of 4.3%.
Diluted earnings per common share decreased S cents or 5.4% to 87 cents in the 2002 period from 92 cents in the 2001 period.

Total revenues for the year ended December 31, 2002 increased $122,000 or .5% to $24,773,000 from $24,651,000 for the year
ended December 31, 2001. Revenues from rental income increased $437,000 or 2.7% when compared to the same period in 2001.
Revenues from mortgage interest decreased $449,000 or 5.5% in 2002 as compared to the same period in 2001.

The increase in rental income is due primarily to the recognition of $379,000 of percentage rent and due to receipt of $58,000 of
past due rent receivable from a prior year. Percentage rent is calculated as 3% of the amount by which gross revenues of each leased
health care facility in each quarter of each year after 1999 exceed the gross revenues of such health care facility in the applicable
quarter of 1999.

The decrease in mortgage interest income resulted from reductions in the principal of the mortgage notes receivable.

Total expenses for the year ended December 31, 2002 increased $552,000 or 3.8% to $15,199,000 from $14,647,000 for the year
ended December 31, 2001. Interest expense decreased $2,758,000 or 45.3% in 2002 as compared to the 2001 period. Depreciation of
real estate decreased $608,000 or 8.2%. General and administrative costs decreased $47,000 or 5.5%. Realty and loan losses increased
$3,752,000.

Interest expense decreased due to a decrease in the interest rate of variable rate debt compared to a year ago and, to a lesser extent,
due to payments of principal on long-term debt.

We concluded that based on our Statement of Accounting Standards No. 144, “Accounting for the Impairment or Disposal of Long-
Lived Assets” (SFAS 144) impairment analysis and on certain 2002 events, certain real estate properties required write-downs in the
net book value of $4,288,000. Write-downs of $1,000,000 and $3,288,000 were recorded during the first and fourth quarters of 2002,
respectively. We believe that the carrying amount of these assets of $5,866,000 at December 31, 2002 is realizable. It is possible that
additional events could occur that, if adverse to NHR, would indicate a further impairment of the net carrying amount of these real estate
properties. If such adverse events occur, we will record additional losses in the period the events occur or become known.

During 2002, we recovered $268,000 principal and accrued interest which had been written off in the prior year.
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FUNDS FROM OPERATIONS

We have adopted the definition of Funds From Operations (“FFO”) prescribed by the National Association of Real Estate Investment
Trusts (“NAREIT”) October 1999 White Paper as amended April 1 2002. Accordingly, FFO is defined as net income (loss) applicable
to common stockholders (computed in accordance with generally accepted accounting principles “GAAP”) excluding gains (or losses)
from sales of property, plus depreciation of real property and after investments for unconsolidated entities in which a REIT holds an
interest. FFO should not be considered as an alternative to net income or any other GAAP measurement of performance as an indica-
tor of operating performance or as an alternative to cash flows form operations, investing or financing activities as a measure of lig-
uidity. We view FFO as a measure of operating performance and believe that FFO is helpful in evaluating a real estate investment port-
folio’s overall performance considering the fact that historical cost accounting implicitly assumes that the value of real estate assets
diminishes predictably over time.

In October 2003, NAREIT informed its member companies that the SEC has taken the position that asset impairment charges should
not be excluded in calculating FFO. Previously, the SEC accepted NAREIT’s view that impairment charges are effectively an early
recognition of an expected loss on an impending sale of property and thus should be excluded from FFO similar to other gains and
losses on sales. However, the SEC’s current interpretation is that recurring impairment charges on real property are not an appropriate
adjustment. Based on the SEC’s interpretation, we have restated our prior year FFO amounts to exclude impairment charges. This mod-
ification of FFO does not impact our net income.

The following table reconciles net income (loss) applicable to common stockholders to funds from (to) operations applicable to com-
mon stockholders:

(in thousands, except share and per share amounts)

Year Ended December 31 2003 2002 2001
Net income $ 11,845 $ 8,498 $ 8877
Adjustments:
Real estate depreciation 6,322 6,785 7,393
Gain on sale of real estate (1,149) — —
Minority interest in NHR/OP, LP share of add back for
real estate related depreciation and gain on sale of real estate (581) (761) (830)
Funds from operations applicable to common stockholders $ 16,437 $ 14,522 $ 15,440
Basic funds from operations per share $ 1.72 $ 1.52 $ 1.61
Diluted funds from operations per share ) 1.68 $ 1.49 $ 1.59
Weighted average shares:
Basic 9,575,546 9,570,323 9,570,323
Diluted 9,757,238 9,770,370 9,697,116

FUTURE RENTAL AND MORTGAGE INTEREST INCOME UNCERTAINTIES

Our rental and mortgage interest income revenues are believed by management to be secure. However, the majority of the income
of our lessees and borrowers is derived from the lessees’ participation in the Medicare and Medicaid programs. Adverse changes in
these programs or the inability of our lessees and borrowers to participate in these programs would have a material adverse impact on
the financial position, results of operations and cash flows of our lessees and borrowers and their resultant ability to service their obli-
gations to us.

None of our lessees or borrowers are in bankraptcy, but the facilities that secure the FCC Notes were initially leased by FCC to
Integrated Health Systems, Inc. (IHS), which filed for bankruptcy protection February 2, 2000. By court order, the lease was terminated
in 2002. FCC immediately re-leased the properties to Schwartzberg